ImprovMnents Are Needed in the Chief Counsel 



Improvements Are Needed in the Chief Counsel's 

Management Information System to Better Protect 

Taxpayer Privacy and Rights 

May 2000 

Reference Number: 2000-40-071 



This report has cleared the Treasury Inspector General for Tax Administration disclosure 
review process and information detenmlned to be restricted from p^bllfref^ase '^^^^^^^^^^ 

redacted from this document. 

May 23, 2000 



MEMORANDUM FOR COMMISSIONER ROSSOTTI 

FROM: (for) Pamela J. Gardiner /s/ Margaret E. Begg 
Deputy Inspector General for Audit 

SUBJECT: Final Audit Report - Improvements Are Needed in the Chief Counsel's 
Management Information System to Better Protect Taxpayer Privacy and Rights 

This report presents the results of our review of the effectiveness of the Internal Revenue 
service s (IRS) controls over civil suits against the Government. We focused on civil suits 
which taxpayers can file involving the IRS. In summary, we found Chief Counsel's 
management information system adequate to control the inventory of civil cases. However we 
bel eve that the result of the cases and the damage amounts, if any. need to be captuS^ inThe 

nrPvpn^fMUfr! ^. "I'^^^Q®"!^ * infomiation system to allow systemic improvements that could 
prevent future violations of taxpayer privacy and rights. 

As a result of this review, we recommend that the results of the cases and the damaqe 
amounts, if any. need to be captured in the management information system. In addition a 
fomial process should be established to refer lost and settled cases to either Treasury ' 
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Inspector General for Tax Administration for possible criminal investigation and/or IRS 
functional management for review of IRS policy and procedures to determine if any chanaes 
are necessary to protect taxpayer privacy and rights. ^ cnanges 

rrhlLTr ^®'"®?* ^®"®'^"y ^^'^^^ ""^^ *^®^® recommendations for the need in improvements 
n Chief Counsel's management infomiation system. Management's comments have beeT 

TJ^a^XT '''°'* '''^'' appropriate, and the full text of their commentsTs incluL 

r^rnm^no H^V^^^n^^ ^'^° ^'""^ ^®"* *° *^® "^^ managers who are affected by the report 
m«TTw f/T- A^'^^'^ T"*^'* ""^ ^* (2°2) 622-6510 If you have questions, or your staff 
may call Walter E. Arrison. Associate Inspector General for Audit. (Wage and Investment 
Income Programs), at (770) 986-5720. mvesimeni 
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Executive Summary 

^t^J^r?!"^"''^ ^ ^^f ' '^^P'^'' "^ ^'^' ' "^" ^^"^Pl^^^ ^g^^^t *e Internal Revenue 
Semce (IRS). These include violations of the Privacy Act and a Freedom of Information Act appeal In 
addrtion. certain sections of the Internal Revenue Code (I.R.C.) allow taxpayers to file civil complaints 
for damages agamst the United States Government for conduct or lack of conduct on the part of ms 
personnel. ^ 

The IRS Restructuring and Reform Act of 1998 (RRA 98) placed emphasis on policies and procedures 
pit,tectmg taxpayer pnvacy and rights. Therefore, the IRS needs to be aware of how current policy and 
procedure affect taxpayer confidentiality. ^ ^ 

The overall objective of this review was to determine the effectiveness of the IRS' controls over civil 
suits against the Govermnent. We focused on civil suits which taxpayers can file involving the IRS See 
Appendix IV for additional information regarding the types of civil complaints that can be filed 
mvolvmg the IRS. 

Results 

The Office of the Chief Counsel uses a fiilly integrated, nationwide management information system to 
control and monitor its workload. Various data elements are captured within the management 
mfonnation system, allowing for case and issue tracking. Additionally, the system is regularly updated 

?/nnn ''^- f ^^^^ ""^^""^ ^^^ ^""""^ ""^^^^ *^* ^^^ ^h^ged to the case. There were approximately 
46,000 civil cases closed in the Office of the Chief Counsel management information system during die 
penod January 1, 1998, through September 30, 1999. We found the IRS Office of the Chief Counsel 
management mformation system adequate to control the inventory of civil cases. However, we believe 
tiiat additional data elements need to be captured to allow systemic improvements that could prevent 
future violations of taxpayer privacy and rights. 

The Chief Counsel's Management Information System Needs to Capture Additional 
Data Elements 

The Office of the Chief Counsel is not consistently capturing the necessary elements in its management 
information system to ensure the IRS takes appropriate action to protect future taxpayer privacy and 
nghts. The results of the cases and damage amounts, if any, need to be captured to allow the IRS to 
assess policies and procedures which protect taxpayer confidentiality and ensure equitable treatment of 
t3xpayers. 



Additionally, the Department of Justice (DOT) 
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represente the Govemment for the cases aUeging violation of the I.R.C., and the Office of the Chief 
Sr: I R ct«^ "fonnedof the outcome of these cases. When teceived in the Offic of *:chief 

Admmistration (TIGTA) for research on any open investigation on employees cited in the complaint 
However no fiirther referrals are made to the TIGTA alter the cases are closed for pissMe cS 

ZTXZ ?' T^f."^ Chief Counsel also works with IRS managemem to'^bS;" 
intonnation to develop a defense strategy. However, icuc=.s<try 

W^e believe the IRS needs to be aware of all outcomes for these cases and damage amounts 
If any, need to be captured in the Office of the Chief Counsel's management infonnlnystem 

Summary of Recommendations 

nie IRS Office of the Chief Counsel should obtain from the DOJ all results of civil cases involving IRS 
employees and capture results in the management information system. 
*® and/or 

^^^f T^-' ^fr"''" ' '^^ Chief Counsel will modify the management information system to 
provide additional fields for entry of information regarding the ultimate outcome in all the various types 
of cases and adopt formal procedures requiring personnel to request information regarding case 
outcomes Further, the Chief Counsel will adopt formal procedures requiring the appropriate IRS 
Junctional management to be notified of the outcome of every case. 

In addition, Chief Counsel attorneys will notify IRS functional management of Treasury Department 
standards goveming referrals to TIGTA and provide a recommendation, if appropriate. 

Objective and Scope 

The overall objective of this review was to determine the effectiveness of the Intemal Revenue Service's 
fik i^vdAdn t^^^^^^^ ^^^^'^ *' Government. We focused on civil suits which taxpayers can 

The audit was performed because the Senate Finance Committee had concems regarding the process of 
controUmg and monitoring these cases. As a result, the Treasury Inspector General for Tax 
Admmistration (TIGTA) initiated this review. The audit work was conducted during the period 
September 1999 through November 1999, at the IRS Chief Counsel offices in Washington DC The 
audit work was performed in accordance with Government Auditing Standards. 
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Background 

niere are several matters in which a taxpayer can file a civil complaint against the IRS These include 
violations of the Privacy Act and a Freedom of Information Act appeal. In addition certdnsec^^^^^^ 
tiie Internal Revenue Code (LR.C.) allow taxpayer, to file civil complaints for S;g^^^^^^^ '' 

Government for conduct or lack of conduct on the part of IRS persomiel. (See AppenV^ for 
additional mformation regarding the types of civil complaints that can be filed involving the IRS.) 

— W r"™'"^^ "^^ Reform Act of 1998 (RRA 98) placed emphasis on policies and procedures 
protectmg taxpayer pnvacy and nghts, RRA 98 §3802 requires the Joint Committee on Taxation to 
conduct a study on provisions regarding taxpayer confidentiality. The study is to include an examination 
of present-law protections of taxpayer privacy. cxdmmanon 

^l n^""" °L^' ^^^1?""'1'' '^«P«°sibility differs depending upon the reason for the complaint 
The Office of the Chief Counsel is responsible for presenting and defending the Government's position 
for Tax Court cases. However, the Department of Justice (DOJ) is responsible for defending the other 
cml cases mvolving the IRS, including all actions alleging violation of the LR.C. For these cases, the 
Ottice of the Chief Counsel is responsible only for providing assistance to the DOJ on possible defense 
strategies. 

Results 

The Office of the Chief Counsel uses a fully integrated, nationwide management information system to 
control and monitor its workload. This system automates the full range of litigation, technical rulings 
and administrative management functions of the Office of the Chief Counsel. 

Various data elements are captured within the management information system, allowing for case and 
issue ttacking. Additionally, the system is regularly updated to reflect the status of and the amount of 
time that was charged to the case. 

There were approximately 46,000 civil cases closed in the Office of the Chief Counsel's management 
mformation system during the period January 1, 1998, through September 30, 1999. We found the IRS 
Office of the Chief Counsel's management information system adequate to control the inventory of civil 
cases. However, we believe that additional data elements need to be captured identifying the results of 
these cases Trend analyses could be performed allowing the IRS to assess operations to determine if 
poucies and procedures are effectively protecting taxpayer privacy and rights. 

The Chief Counsel's Management Inform a tion System Needs to Ca pt ure Additional Data 
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Elements 



When a complamt is received by the Office of the Chief Counsel, various data elements are entered into 
the nrnagement information system, including the name of the case, an opening date, and the type of 
case. When the case is completed, a closed date is entered and the status is changed to closed In some 
instances, ^explanation of the outcome of the case (i.e., the case was dismissed, won, settled or lost) is 
also entered. However, this is not a requirement, nor is it consistently captured 



f ^u .1 • • , . Additionally, the DOJ represents the Government 

for Ae cases allegmg violation of the I.R.C., and the Office of the Chief Counsel is not always informed 
of the outcome of these cases. 

I.R C §7431, Improper Disclosure of Returns and Return hiformation, states that a person may sue for 
civil damages if any officer or employee of the United States knowingly, or by reason of negligence 
inspects or discloses any tax return or tax return information with respect to the taxpayer in violation of 
any provision of I.R.C. §6 1 03 . 



for research on any open investigations on employees cited in the complaint. However, no further 
referrals are made to the TIGTA after the cases are closed, for possible criminal investigation. 

Therefore, once a case is closed, the lost or settled cases should be referred to the TIGTA for 
possible investigation. 

Additionally, the Office of the Chief Counsel works with IRS management to obtain necessary 
information to develop a defense strategy. However, 



For example, one I.R.C. §743 1 complaint against the IRS was settled for miproper access to the 
taxpayer's mformation and disclosure of the tax return information to a third party. The settlement 
resulted m the taxpayer receiving over $41,000 for damages and fees. We did not fmd any indications 
that this case was subsequently reviewed after it was settled to deteimine if systemic changes were 
needed m IRS policies or procedures. 
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^ir^^l f "^^ ^ ^^ P*^""^ ^"^^'^ ^'^ P*^^^ ^d procedures protecting taxpayer privacy and 
nghts. We believe the IRS needs to be aware of all outcomes for civil complaints mS^S 
employees. The lost and settled cases would be analyzed to determine the appropriate course of action to 
prevent fiiture violations of taxpayer privacy and rights. PPropnate course ot action to 

Rdcommendations 

^' ^mT nm Tt^^'^'^.f T,f "^'''^^ "^^"^ "" ^'^"^'^ °^^^^" ''''' i"^°l^i"g IRS employees 
from the DOJ. The results of all cases should be captured in the Office of the Chief Counsel's 

management mformation system to allow for the ready identification of any lost or settled cases. 

^T^n^^r^T TJ^" Chief Counsel will modify the management information system to 
provide additional fields for entiy of mformation regarding the ultimate outcome in all the 
vanous types of cases discussed in the report. However, the IRS and the Office of Chief Counsel 
are m the midst of a massive organizational restructuring as well as a major effort to upgrade our 
basic technology mfi^structure. Computer programming efforts that are directly related to the 
cmrent tax-filmg season, to implementation of new tax laws, and to these major modernization 
eflorts must be given priority over all other projects. 

The Chief Counsel will adopt formal procedures requiring personnel who are responsible for 
monitormg these cases to request information regarding case outcomes. While this practice has 
been followed mformally in some offices, the Chief Counsel agrees it should be required 
uniformly. ^ 

2. The Office of the Chief Counsel should estaWish a formal process to refer lost and settled cases 
either to the TIGTA for criminal investigation and/or IRS functional management for review of 
IRS policy and procedures to determine if any systemic changes are necessary to protect taxpayer 
pnvacy and rights. ^ ^ 

Management's Response : The Chief Counsel will adopt formal procedures requiring the appropriate IRS 
functional management be notified of the outcome of every case of this type including cases that the 
govermnent wms or settles on a favorable basis as well as those that resuU in a loss or settlement adverse 
to the government's position. 

to addition, Chief Counsel attorneys will be instructed also to advise management of the Treasury 
Department stmidards governing referrals to TIGTA at the time IRS functional management is informed 

, uf fl ''^'^' ^"^ ^''''''^^ ^ recommendation as to whether such a referral is appropriate in 

light ofthe outcome of the case. ^ 

Conclusion 
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We found the Office of the Chief Counsel's management information system adequate to control the 
mventory of cml cases. However, we believe that the results of the cases and the damage amounts, if 
any, need to be captured in the management information system. Additionally, a formal process should 
be established to refer lost and settled cases to either TIGTA for possible criminal investigation and/or 
IRS functional management for review of IRS policy and procedures to determine if any systemic 
changes are necessary to protect taxpayer privacy and rights. 

Appendix I 

Detailed O bjective. Scope, and Methodologv 

The overall objective of this review was to determine the effectiveness of the Internal Revenue Service's 
(IRS) controls over civil suits against the Government. We focused on civil suits which taxpayers can 
file involving the IRS. To accomplish our objective, we: 

I. Assessed the process for controlling and monitoring settlement cases and identified any lack of 
controls and/or control weaknesses. 

A. Identified all possible civil cases that could be filed against the Govermnent involving the 
IRS. Identified approximately 46,000 civil cases closed during the period January 1, 1998, 
through September 30, 1999. 

B. Identified and reviewed the IRS policies and procedures regarding these cases and 
determined how settlement cases are processed. 

C. Reviewed seven Internal Revenue Code (I.R.C.) §7431 case files which were included on 
the Department of Justice's (DOJ) list of settlement cases for the period of January 1, 
1998, through August 31, 1999, and determined whether appropriate documentation ' 
existed to identify case disposition. 

D. Interviewed Office of the Chief Counsel employees and identified the process used to 
track and monitor civil cases taxpayers filed involving the IRS. 

I. Evaluated the IRS management information system used to control civil cases involving 
settlements against the IRS for accuracy, completeness, and usefijhiess. 

A. Reviewed input sheets and documentation regarding database categories for the Office of 
the Chief Counsel's management information system and determined the type of 
information that was maintained. 

B. Obtained fi-om the DOJ a report of cases involving settlements for the period January 
1,1998, through August 31,1999, and compared to information obtained fi-om the Office 
of Chief Counsel management information system and determined whether it was 
complete. 

C. Traced the seven I.R.C. §7431 cases listed on the DOJ's list of settlement cases the IRS 
case files and determined the accuracy of the IRS records. 
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information conveyed by the taxpayer to the attorney, certified public accountant or 
enrolled agent for purposes of obtaining advice concerning the Lpayer's SiHty. 



Appendix V 

Managemen t's Resp onse to the Draft Rep nif 

The response was removed due to its size. To see the complete response, please see the Adobe PDF 
version of the report on the TIGTA Public Web Page. 
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NATIONAL TAXPAYER ADVOCATE 2005 ANNUAL REPORT TO CONGRE« 

Executive Summary 



The Most Serious Problems Encountered by Taxpayers 
SSl'^rr^'ttl'Sf '"^""'"III '^'"^' "^ "^^ Taxpayer Advocate to 

The 21 problems described in the report are as follows: 

*Wed^^«te« for mam^ taxpayers from the cumnt to the praposed mod9?™dellJehng 

^ J^"?!."^'"*^"?'™' "^^ Fi»9je». The IRS Crtminal Investigation function <cn 
trough «s Otjestonabte Refund Program (QRP), places a fisere- oXnSlds TtfiSi'nds of 

review the neftii^ claims and -delemilne- whether they are fraudulent - wlthtkrt rratSrfm 
'^^^ their dalms are under ravlew and without giving taxp^ra an^pSS to 
Pf^tdocuinentation supporting their positions. Last year, me Taxpayer AffiteKce 

fKS3f«rS^r«sir^rfX^r."rHS 

2s1?3 sTr^us TrSr '^'Ji' ??^ '^^ "» »"'3«'. a'n?*e^ia?^nd 

H^! mtn[^"*^^ have been frozen, provide taxpayere with an opportunity to subnSt ^P^^®"^ 
documentation, and bring cases to a quiclter resolution. lumiy ro suomit 
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3^ The Cash Economy. Undeireported Income (and related self-employment tax) from the so- 
^m h!? ^^^"O'^y" 's probably the single largest component of the lax gap." It may exceed 
$100 billion per year. Because Income from the cash economy is not subject to informatbn 
repo^ng.manyof«ielRS-stradffi^^^^ 

addressing it. The IRS has a number of initiatives that could be effective if coordinated and 
pursued more aggressively. However, no single function coordinates research, outreach and 
compliance initiaftves aimed at improving reporting compliance among cash economy ' 
participants. Nor does the IRS give these initiatives the same level of attention as other 
initetives such as those addressing tax shelters or the Earned Income Tax Credit (EITC) The 
IRS must develop a comprehensive strategy for addressing the cash economy if it s to 
significantly reduce the tax gap. umy n n ib lo 

4. Training of Private Debt Collection Employees. In or around July of 2006 the IRS's 
Pnvate Debt Collection (PDC) initiative will go into operation. The PDC initiative' marks a 
dramatic departure from traditional federal tax collection practice in that private collection fimis 
will now be seeking payment from taxpayers with delinquent accounts, aaanging installment 
agreements, and obtaining taxpayers' financial information over the phone The National 
iTS^rff. iS^^^^J^ concerned about taxpayers interacting with private collection agents who 

5?T Sr.J^'^K "*1"^ °^ '"^P^'^"* ^ '^^ ^"^ ^'" ^® *^'"^d by *he contractors instead o7the 
RS. With ttje abundance of tax experts employed at the IRS, it only makes sense to use the 
IRS s expertise to directly tram private collectors at a level that approximates the traininq 
received by new IRS collection employees. «".*iMiny 

5. EITC Exam Issues. In the past few yeans, the IRS has made significant progress in 
improving the administration of the EITC. Despite this progress, problems still exist for 
taxpayers subject to EITC examinations and recertification. These problems include delays in 
exam and recertification procedures, low taxpayer response rates, a lack of standardized 
^atment in recertificatfon cases, and problems with documentation. The National Taxpayer 
Advocate recommends that the IRS continue to identify and adopt measures designed to ease 
the burden on taxpayers and improve the cun-ent EITC examination and recertification 
processes. 

6. Levies on Social Security Payments. In general, recipients of Social Security benefits are 
elderiy or disabled woriters, or the sun/iving dependents of deceased wori<ers The IRS 
continues to process levies on Social Security payments without sufficient managerial review 
causing undue burden on a vulnerable population of taxpayers. The National Taxpayer 
Advocate urges the IRS to implement safeguards that would prevent levies from being imposed 
on Social Security payments to low income and other at-risk taxpayers. 

7. Appeals Campus Centralization. The IRS Office of Appeals (''Appeals") has centralized its 
work on certain types of cases at six IRS campuses; these cases previously were resolved in 
field offices ctoser to taxpayers. Appeals campus centralization is aimed at decreasing the time 
rt takes for a taxpayer to resolve a case. While this aim is appropriate and admirable, the 
National Taxpayer Advocate is concerned that centralizing Appeals case resolution may actually 
increase taxpayer burden. Centralization may reduce opportunities for taxpayers to have their 
cases resolved at the local level, diminish woriting relationships between taxpayers and Apoeals 
employees, increase emphasis on processing at the expense of independent judgment, and 
dimmish sen/ice for low income and unrepresented taxpayers. The National Taxoaver Advocate 
urges Appeals to alleviate these problems and protect taxpayere' appeal rights by developinq 
specific training that will help employees carry out Appeals' independent mission In the campus 
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environment. We recommend that Appeals monitor campus activity to ensure that taxoavers - 
particularly low income taxpayers - receive full and fair consideration of their cases and are 
adequately notified of their right to request a case transfer to a locLl Appeate S 

8. Refund Anticipation Loans: Oversiglit of tiie Industry, Cross-Collection Technlaues 
and Payment Alternatives. Given that a significant percentage of RAL cust^eL are OTC ' 
recipients, the RS has a compelling reason to consider improved overeight of the industry as 
well as senously consider alternative refund delivery methods. The IRS Ltributes to th7 
demand for Refund Anticipation Loans (RALs) by: (1 ) failing to deliver refunds in the quickest 
manner possible and (2) failing to provide RAL alternatives for the "unbanlced" It is alsTunctear 
If RAL customers fully understand the ramifications of cross-collection provisos in 
standardized RAL confracts, or if customers would even purchase the products if they were 
adequately intomied of the cross-collection practices. The National TaxpayeVAdvSr 
recommends that the IRS review the effect of its Revenue Protection Strategy (RPS) on refund 
turnaround times and wori< with the Department of Treasury to develop alterative means of 
delivenng refunds to taxpayere. 

9. identity Theft. Identity theft occurs when someone uses another individual's pereonal 

l!!S^S,Sh"^^T^'°" ^"^ ~"""J* fr^"^ °' °*^^' ^"'"^s- Although the most common 
type of Identity thefl involves consumer fraud, an increasing number of identity theft victims find 

!'^L"r^.Dc'?"*^'* ^^ 1?® ^ ""*^"9'® ^^'^ ^^^""*s- The National Taxpayer Advocate 
u^es the IRS to resolve the tax issues faced by victims of identity theft more quickly and 
etfiaently, which may require coordination between the IRS and other federal agencies. 

10. Complexity of the Employment Tax Deposit System. The Internal Revenue Code 
places significant responsibilities on employers for depositing, reporting, filing, and payinq 
empkjyment taxes. Recent data shows that the IRS assesses failure to deposit (FTD) penalties 
on one out of every 16 employment tax returns, yet eventually abates more than 60 percent of 
the FTD penalty amounts it origlnalty assessed. This suggests that the rules and regulations 
governing fiederal employment tax deposits are overly complex, presenting significant 
compliance problems for employers and administrative challenges for the IRS. 

11. Automated Collection System Levy Releases. Collection efforts through the IRS's 
Automated Collection System (ACS) can result in levies of bank accounts, wages, or other 
income such as Social Security. In response to these levies, taxpayere will contact the IRS 
seeking to enter Into a collection alternative, such as an installment agreement. The IRS can 
also designate an account as "currently not collectible" If the taxpayer can demonstrate a 
financial hardship. The Internal Revenue Code and Treasury Regulations require that the IRS 
promptly release levies when taxpayers enter into Installment agreements or when they 
demonstrate the existence of a hardship. Some taxpayers encounter problems with the lew 
release, including clerical en-ore, delays that result In additional levies on taxpayer assets or 
income, or the IRS not returning levy proceeds when a delayed levy release results In additional 
tevies. Delays are also due in part to taxpayers' failure to request expedited levy releases s2 
that the release can be faxed to the third party levy source. The IRS has Improved the lew 
release process for currently-not-collectible accounts and has agreed to consider similar system 
changes for installment agreements, and require additional training for employees We 
encourage the IRS to consider revising its procedures so that all levy releases are assumed to 
require expedited procedures. asaumeu lu 
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I?:J?T'**!**" **' E'®**'®"'^ Return Origlnatore. Electronic Return Originators rEROsl 
unZ^-TT ^"^^^T"^- ^"^ ^'^^^^' «"*^ P°'"t '"to the tax system ar^S have ^' 
^nZI?^"^ f "*^. *° *^P^y®'^' «"^"«^' '^^ta and social securrty numbers As such ERO. 

the e-file program and EROs to ensure adequate and effective oversight ^ 

i^^ho'l"*?**,^***? **' ^^*'''"P Withholding Program. Underreporting of individual income tax 
wlth?c^?^i'^'^^^*?fK"^ "f"^ "^ 9^P' ^^""«"9 for over half of thl grrsS irBackS^ 
r^SS? 1^ T. °^ ^y^^^ ''^^"^'''® to the IRS as it attempts to narrow the gap The IRS 
has the authonty to require payors to deduct and withhold tax under certain a,Sons such as 
When a reapient tails to fumlsh a valid Taxpayer Identification Number. HL^iett^iRrhaf 
^nl^E^^r^f ^ "'^ backup withholding progmm effectively and has failedTprovide 
noncomphant taxpayers with sufficient incentive to fulfill their reporting obligations 

11: ^P!?«f ^""y *^ e^ervices for Tax Practitioners. The IRSs web-based e-Services suite 
IS available to tax practitioners who are active participants in the IRS e-file prcjram an^ 
electronically file five or more accepted individual inoome tax retums in a fiK^s^n The I 
rn^tn^f '^^ "^"-^ TT"^ ^"^ Incentive fbr e-filing" rather than addr^s ng Hrom a 
custorner serviceK)riented perspective. This policy of limiting access to e-Se^ices deorives 
many highly trained and experienced tax practitioners of an ixtremely us^fu?S^?lSu(il 
and has ttie unintended result of making ttie Electronic Account Resolution prograrn aSaWe to 
preparers without regard to their professional qualifications. The NationTTaSeT AdvoS e 

Sr'fp'<?'* *'^ "!? ^r ''? ^'^ '"^ ^'^^'^^^ *° «" P'^ctltione^ qSd to pS 
l^fore the IRS pursuant to Circular 230. She also recommends that the IRS expand access to 
the Transcnpt Deliveiy System in e-Services to all taxpayers, while taking the neSssa^ 
secunty measures to safeguard confidential tax data on the Internet "©cessary 

J 7flIIS"v?!?/X.^''®*'"^* '**•■ "*^ Employees on TAS. Internal Revenue Code 
Imr^i^^l^^^"} '^''""■®^ ^ ^^*'°"a' Taxpayer Advocate to develop guidance for all IRS 
officers and employees, outilning the criteria for referral of cases to the Taxpayer Advocate 
Se^KJe q-AS). The IRS has denied flie request of the National Taxpayer Sv^itet^SSrude 
I;t!i;?r"^ among l^ annual mandatory briefings for all employees. Instead thriRS has 

KsXT^Emo'^S^'^oSiiln^^^^ ^"'P'^^"^^ 'n *^« W^9« «"d Investm'ent and Sr^Ill 
Business/Self-Employed operating divisions on a one-time basis, and urges TAS to train the 

rest of the employees through methods such as the IRS intranet, inserts in employ^ 
Earnings & Leave statements, and "wallet cards." The National Taxpayer Advocate uraes the 
Imploy'SS ^ ^""^ ^"^"^ ^' '^"^'* *° '"^^^ "^^^ ^'^'"'"Q f^andator^or 7 

c^h^"?^®?* ?^P«"«« standards for Collection Decisions. Each year the IRS publishes 
schedules of national and local expense allowance standards. These standards redu^ he 
subjectivity involved when IRS employees consider the collection alternTve to puSue^h^^^^ a 

S,T/™t ^^"""^ "^^^ ^^'"^ ^^ "^S <«-^- a" offer-in.compromise,rstellmenr 
agreement, or suspension of collection). However, for any given taxpayer the expense 

Si^'^T^el^s'ret^^^^^^ ?'r "T^^^''^ °°' '^ ^'^ °^ fer'reiTbasic living 
expenses. The IRS relies on the subjective judgment of its employees to allow more than the 

\-4 
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standard amounts when appropriate. Many practitionere report that the IRS often fails to allow 
such addrtiona^ amounts and uses the standards as an excuse to rejeci easSe Slleclio^^ 

t^T^- °"' "^^"^ ?^"'^^ ^ ""'"^^^ °f ^«^^"S that the standards are oftenT^^^^^^^ 
and provides recommendations for improving them, encourages IRS employees to albw 
additional amounts when appropriate, and addresses practitioner concerns 

JI„im«!*' M ^fJ""**^^*' f**^'*^ *** ^""^^ Organizations, Resulting in Unnecessary 

m!^!S h% ? if^* TT °^9^"'^«0"s ^^ ^'ery small entities with meager resources a?^d 
modest budgets that rely largely on the services of volunteers. Tax filing r^uirements for these 
onTJ2'°"' '^ "^'"P"^*^ and time consuming. The IRS automaticllirasSTses pS^^^^^ 
oJ^T. SST-S?*""? '^^'' ^^^ *^° "^ ^'"P'y P^^^'^^'y ^'^ ^^ese complex requiiments 
SZ.cfnf V? "®'^' y®^"^' ^°'*'®^^'' *^® 'RS has abated almost 75 percent of the dollare 
assessed for filing-error penalties on exempt organizations because the organizationsS 
correded ttieir mistakes. This high abatement rate is an unnecessary waste S IRS Jlsou^^^^^ 
and indicates that exempt organizations would avoid filing errors if better informed of their filina 
obligations. Cunently. however, the IRS substantially underfunds customer service to eTeZ 
organizations; for example, only 60 percent of organizations that call the IRS Tax Exempt and 
Government Entities Division toll-free help line receive service. The National Taxpayer 
Advocate urges the IRS to reconsider its funding decisions with respect to exempt oraanization 
customer service and better utilize the resources available. ^ organization 

1®" .So®S! '^®''°*'* ^ '"*^**"'® "•"** Refunds. Under present law. there are no procedures for 
the IRS. the goverrimenfs Financial Management Service, and financial institutions to address 
inadvertent em>rs by taxpayers relating to direct deposits of tax refund checks. The taxpayer 
and the finanaal institution must resolve any dispute over the accuracy of a direct deposit 

S^iR^'SiiMf rTffK "* ^""^ ^ ?^- '^^ '^^*'°"^' Taxpayer Advocate recommends that 
the IRS consider all of the recommendations put forth by the Direct Deposit Task Force as well 
as other procedural improvements that can eliminate the potential for a misdirected direct 
dept^it refuiid. The National Taxpayer Advocate also encourages the IRS to continue to work 
with financial institutions in an effort to recover misdirected funds. 

.1?; 1""®^"! ®P**"®® ^'^''"®' °"® sP°"se (called the "innocent spouse") may apply to the 
IRS for relief from joint liability for deficiencies or underpayments attributeble to the other 
ffliif®® A '?^x.n^^ difficulty communicating with taxpayers regarding the requirements for 
relief and how to fi I out related fomis. As a result, the IRS is able to grint fevSr than three in 
ten requests for relief, and despite recent cuts In processing time, the IRS (ineS takes 
more than two yeare to process requests that are appealed. Various IRS computer systems 
contain inconsistent infonnation about innocent spouse claims processed by the Aooeals 
fonction. These inconsistencies make it more difficult for the IRS to Identify the source of any 
procGSSlnQ C16l3ys. 

20. Limitations of Coilection Account Databases. The lack of access to full taxpayer 
account histories in one place makes it difficult for IRS contact employees to respond to 
ta)«payers questions or provide proper guidance on potential case resolutions. This 
^SSfSJ^^i f ®" 'fds taxpayers to seek the assistance of the Taxpayer Advocate Service. 
The Desktop Integration (Dl) system provides IRS employees with greater access to the 
infonnation needed, but not all systems interface with Dl and not all IRS employees are required 
nf^r?no 2h nf °"^' J^^'P^V^'. Advocate urges the IRS to expand the number of systems 
interfacing with Dl as well as requiring all IRS contact employees to use Dl 
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ILS^^S^A f "^ '^'•*^"* ^^^^^' ^^ ^^^ ^°®^ "°* "«"^« tf^ Reasonable Cause 
™i? J * ^ program - a computer-based decision support tool - for all determinations of 
penalty abatements for reasonable cause. In addition, the high rate of RCA abatement 
oondusions Indicates tt,at the IRS needs to eliminate unnecessary penatt/aSSments 
Because existing IRS date does not sufficiently differentiate RCA bases KnoSRCA^ses 

r«f«^ f^S^T ^"^^'.y ^"^"^ *^ P^"^'^ ^y^*^'"^ '" P'«^«- The low rate a° wW?h r1;a ' 
Sno^n orf w ^'^'" ^ conclusions may indicate that RCA does not encourage users to 
override an RCA decision even when appropriate. The National Taxpayer Advocate urqes the 

ini> r'^'L'^^f ^"^ ^":^'^*^ *^'™"9 ^"^ 9"'^^"^^ "'^terials to dJtemiine SetSe 
application actually gives the user the flexibility to fully consider unique facts and circumstances. 
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National Taxpayer Advocate 2005 Annual Report to Congress 

Executive Summary 



Legislative Recommendations 

Internal Revenue Code § 7803(c)(2XB)(ll)(VIII) requires the National Taxpayer Advocate to 
recommend legislative changes to resolve problems encountered by taxpayers. This report 
Includes seven proposals classified as Key Legislative Recommendations and three 
proposals classified as Additional Legislative Recommendations. 

KEY LEGISLATIVE RECOMMENDATIONS 

Tax Reform Core Principles: A Taxpayer-Centric Approach. Two months ago, the 
President's Advisory Panel on Federal Tax Reform submitted a report to the Seaetary of the 
Treasury proposing significant revisions to the Internal Revenue Code, and it appears that 
Congress may give serious consideration to fundamental tax refomi in the next year or two. 
We recommend that Congress give priority emphasis to six core principles as it considers 
various tax-refomi proposals: (1) the tax system should not "entrap" taxpayers; (2) the tax 
laws should be simple enough so that taxpayers can prepare their own retums without 
professional help, simple enough so that taxpayers can compute their tax liabilities on a 
single fomi, and simple enough so that IRS telephone assistors can fully and accurately 
answer taxpayers' questions; (3) the tax laws should anticipate the largest areas of 
noncompliance and minimize the opportunities for such noncompliance; (4) the tax laws 
should provide some choices, but not too many choices; (5) the tax laws should not 
necessarily avoid refundable credits but, if it includes them, should design them in a way that 
is administrable; and (6) the tax system should Incorporate a periodic review of the tax 
code - in short, a sanity check. 

Measures to Reduce Noncompliance in the Cash Economy. The IRS estimates that the 
annual federal tax gap for 2001 was between $257 billion and $298 billion. The IRS receives 
about 130 million income tax retums each year. Thus, every taxpayer is forced to pay an 
average $2,000 "surtax" each year to subsidize noncompliance. IRS data show that the 
highest rate of noncompliance by far is attributable to transactions that are not reported to 
the IRS on a Fomi W-2, Fonn 1099, Schedule K-1, or similar fomi. These unreported 
transactions occur largely in the soolled "cash economy." To reduce the tax burden on 
compliant taxpayers, we recommend that Congress (1) create a three-pronged reporting and 
payment system that encourages compliance in certain cash economy transactions by 
(a) instituting bacl<up withholding on payments to taxpayers who have demonstrated 
"substantial noncompliance"; (b) releasing backup withholding on payments to "substantially 
noncompliant" taxpayers who have demonstrated "substantial compliance" and agree to 
schedule and make future estimated tax payments through the IRS Electronic Funds 
Transfer Payment System (EFTPS); and (c) providing that payors will not be required to 
institute backup withholding on payments to independent contractors that present payors 
with a valid IRS "compliance certificate"; (2) require the IRS to promote the making of 
estimated tax payments through EFTPS; (3) authorize voluntary withholding agreements 
between independent contractors and service recipients; and (4) require third-party 
infomiation reporting for certain payments to corporations with 50 or fewer shareholders. 
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Tax Refbmi for Families: A Common Sense Approach. The Internal Revenue Code 

feri^T mTr^h'l?H f^r'^^^^ ^^'""y '*^*"^- ^^ E^"^«d Income Tax Credit 

(EITC) the Child Tax Credit (CTC), the Child and Dependent Care Credit, personal and 

&nSc IfroffrpJS. 0?*?"°^-''*?""®^°-'^ ^""9 ^^^^' ^"^ »^« "^eP^'-^ted spouse" 
rules of IRC § 7703(b). Each of these six provisions directly or indirectly confers a tax benefit 
on taxpayers who meet the various eligibility requirements/and at least one of ^ese six 
K^rl^ n 7^^"^ every U.S individual taxpayer. To build upon the recently enacted 

thSf rTnSf c m" ""^ ^K^"^ 1"^ *° ^"^^ ^""P"^ ^^^ f^"^"y «t«*"s provisions we recommend 
mat Congr^s (1) combine the exemptions. CTC, and part of the EITC and head of 

t^eZr^i 'rfnw^*"^ '"i° ^ refundable Family Credit comprising two components - one for 
^tirt^fh^t ?""* *"^ °' her spouse) and one for whomever is the "main carer" of a child or 
djildren based on a per^^hild amount; (2) separate the Child and Dependent Care Credits 
into bvo credrts; (3) eliminate head-of-household filing status; (4) modifyX EITCsoS it 
provides a refundable credit to low income workers based solely on the taxpSe^s^ame^^^^ 
in^o hn ""^ !f M^S*"^ *°.^°^®^ ^96 18 and over, regardless of the eSce of chTdren 

l^^I^' f V'^'^'* "^"^ *^P^y^'^ ^^° ^^^^ ^ '«9«' ^'^ binding separation 
agreement and who live separate and apart as of the last day of the calendar year to be 
considered not mamed" for purposes of filing status; and (6) provide a separate credit for 
SeSy^r'"'^"*" °' °"^"'^'"^ ^''■'''"" ^° P^^ ^" ^^Hd 'upport obligations due fof that 

^^^^ '**"*i*^-" ."^^'"^ ^ '^^"fl ^P°"** The federal income tax liabilities 
Of mamed persons are often imposed on or collected from a spouse who did not eam the 

'H^'^b^^^J^^i^''::' "^"^"^^ ^P°"^- ^"^^"* '^^ P^^'"^^^ some retf to Espouse 
hew Irable for tax or^ the other spouse's income, at least in cases where the first spouse did 

not know about the income and did not significantly benefit from it. However therelSmles 
are sometimes overiy narrow, complex, costly for the IRS to adminis^^iTand bur?eS?m^ fo^ 
t*^''''2'®So^^®" H •'^"^^ ~'^^ ^PP'y *° «^^* °"« spouse is not liable for his or heV sSs 
SoJJl'cf t'^^w ^^^ *^ '°''^^'*^« "^"'"^y fr^'" '^^ "°"-"^ble spouse in^mmunT 
fhfKnif *®^- We recommend that Congress amend the law to tS the "righf spou^ in 
!in2? n^'^ ^"^ to prevent the IRS from undemiining this rule through its collection 
«S?;n°o '^"^T^"^^^!} weuld better align each person's tax with hte or her SSISSual 
ab^^^ity to pay, s^nificantiy reduce complexity, and minimize the impact of state property and 

S^^tl^rrSSet?^^^^^^^ 

Requiring Brokers to Track and Report Cost Basis for Stocks and Mutual Funds 

51^K?^n« '"^Wt^tio^s through which investors own stocks and mutual funds (-brokers") 
do not currently keep track of an investor's basis in the stocks or mutual funds, and no 
brokers report basis infonnatlon to both taxpayers and the IRS on a Form 1099-B The 
absence of information reporting creates serious problems for many taxpayers and the 
government alike. For taxpayers, tracking basis 6an be extraordinarirc^rXKnd manv 
texpayere seeking to comply with the law find ttiat they simply cannot d?^TvJthaa:u^lS^ 
leaving them exposed if audited. From the government's perspective, the abTen^ of ' 
infbmiation reporting enables underreporting by taxpayers whodeliberately overstate their 
basis (ttiereby redudng their gain or even generating a loss), because tl^ly know fhe IRS 

StimS^n^^t? '^*^'* T^ '" ''^^'^ ^«P°^'"9 '■" t'^ ^''^^"^ °f «n audit One recenf 
nSTf Si n^ revenue loss to the government from such underreporting at $250 billion 
over tfie next 10 years. We recommend that brokers be required to keen track of an 
investor's basis, transfer basis infomiation to a successor broker if the Kor transfers the 
stock or mutual fund holding, and report basis infomiation to the taxpay^and the lIsTalo^^^ 
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cases, the summons in question was issued to third parties who the IRS believed were 
marketing unlawful tax shelters to taxpayers, reflecting the IRS's increased attention to 
shelter activity. As the IRS becomes more aggressive in its enforcement initiatives, it will 
likely increase Its us^ of the summons enforcement tool, and the courts will see a growing 
number of these cases. 

Trust Fund Recovery Penalty under IRC § 6672. The Tmst Fund Recovery Penalty is a 
means by which the government holds certain persons responsible for willfully failing to 
withhold or remit the tmst fund portion of payroll taxes. We reviewed 34 opinions in which 
the TFRP was an issue. Taxpayers prevailed in whole or in part in 13 of the 34 cases, 
though in three cases the court was denying the IRS's motion for summary judgment, 
thereby requiring the parties to go to trial. The cases often involved officers of small 
businesses who had some role in determining expenditures. As one court noted, these 
cases often reflect the difficult choices for corporate officers who are faced with the dilemma 
in a struggling business between losing one's job or violating the nation's tax laws. Still, 
these choices do not excuse the responsibility of paying payroll taxes. 



